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SYNOPSIS OF TASK FORCE CONCLUSIONS

The American Institute of Certified Public Accountants
Fringe Benefits Task Force recommends that legislation be
enacted to provide rules on the taxability of employee fringe
benefits.

The task force has provided for a general rule

consisting of three tests to be applied to specific benefits.
If all three tests are satisfied, a benefit would be considered
nontaxable.
If one or more but not all of the three tests under
the general rule is met, a special rule is available to
evaluate further the taxability of the benefit.

It is expected

that the secretary of the Treasury will promulgate regulations
to implement the intent of the legislation.
Valuation of taxable benefits is proposed under a lowerof-cost-or-fair-market-value rule.

A de minimis provision

will exclude a taxable benefit if the amount to be included
in income is insignificant.

Subjecting taxable benefits

to withholding and payroll tax requirements is not recommended.
The task force anticipates the use of the Form W-2 reporting
mechanism.

Prospective application of legislative provisions

is encouraged.
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TASK FORCE PROPOSALS

Proposed Legislative Rules
The purpose of the study has been to examine the develop
ment of the issues, to recognize existing economic practices,
and to formulate comprehensive rules to be used in the deter
mination of the taxability of employee fringe benefits and
the related issues of valuation and administration.
The rules to be formulated by legislation should be
durable, practical, uniform, operational, and generally
acceptable.
tory.

They should also be equitable and nondiscrimina

Benefits that are job related or that are part of

working conditions should be distinguished from those that
more clearly constitute compensation.

In addition, adminis

trative feasibility, which includes identifiability, measur
ability, and de minimis demarcation, should be recognized.
The task force has also considered the broader issues of
economic stability and planning, control of inflation,
equitable distribution of resources, and the consequences
of economic realignment between different industries and
groups.
A fringe benefit is defined as a payment, in cash or
in kind, that benefits an employee in addition to or as
part of salary or wages.

The purpose of a fringe benefit
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program is to satisfy both employer and employee business
objectives, including the creation of business and economic
advantages that motivate employees to greater productivity
and enhance job satisfaction.

Economic feasibility, cost-

benefit factors, and tax considerations are part of any
compensation planning that involves fringe benefits.
Fringe benefits are, in general, included in the definition
of gross income under present law.

Current practice, however,

permits certain types of benefits to be treated as nontaxable.
To provide a statutory framework for the taxation of employee
fringe benefits, the task force recommends legislation adding
a new exclusion to Subchapter B, Part III, of the Internal
Revenue Code.
In deriving its position on the taxability of fringe
benefits not covered specifically by statute, the task force
has reexamined the 1975 discussion draft of proposed regulations
(attached as Appendix A of this report) and commentary on
issues presented therein.

The discussion draft reflected

a formal attempt to establish guidelines in the fringe benefit
area as regulations rather than as legislation.

However,

legislation is required because the discussion draft proposed
to exempt items that would be taxed under section 61 of
the Internal Revenue Code.

The task force, in proposing

legislation, also made substantive changes in the method
of valuation suggested in the 1975 discussion draft and
in the formulation of rules to provide more objective standards
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under which to determine which benefits are excludible from
gross income.

The following rules are proposed.

The General rule.
General Rule— Where an employer makes available to its
employees generally facilities, goods, or services that
exist incidentally to its trade or business, the resulting
benefits to employees and their immediate families (to
include only spouse and dependent children) shall not be
treated as compensation includible in gross income under
the following circumstances:
1.

The facilities, goods, or services are produced,
held for sale, or furnished by the employer to
customers in the normal conduct of trade or busi
ness and not primarily for the personal use or
consumption by the employees of the employer; and

2.

The facilities, goods, or services are made avail
able to the employees under terms and conditions
such that the employer incurs no substantial
additional cost in making them so available; and

3.

The facilities, goods, or services are made avail
able on a nondiscriminatory basis to employees
generally or to reasonable classifications of
employees determined, for example, on the basis
of the nature of their work, seniority, or similar
factors.

If all three tests are met, a benefit is considered nontaxable.
The Special Rule.

In a number of instances a benefit will

not satisfy the general rule.
tated.

Further examination is necessi

Therefore, a special rule is provided to test the

benefit for possible exclusion.

The special rule covers

the relationship of the benefit to the employee's job, the
business requirements of the employer, and the safety of
the employee
The special rule is proposed as follows:
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Special rule— Other benefits. Where facilities, goods,
or services are made available under circumstances that
do not meet all three of the requirements of the general
rule, whether or not the benefit conferred constitutes gross
income will be determined as follows: If the facilities,
goods, or services satisfy any one of the three requirements
of the general rule and any one or more of the following
tests, the business-use portion will be excluded from gross
income. In determining whether requirement 2 or 3 of the
general rule applies, the facilities, goods,or services
involved need not be produced, held for sale, or furnished
by the employer in the normal course of its trade or business.
If the de minimis exception is satisfied, any personal-use
portion may also be excluded.
1.

The benefit is considered as part of working
conditions and has a proximate relation to work
performed by the employee.

For example, in meeting this test and one of the tests
under the general rule, working conditions may include items
used by an employee at the job site during normal working
hours or facilities, goods, or services which expedite the
conduct of company business or improve efficiency in job
performance.

Office furnishings satisfy this provision.

Incidental food and beverages furnished at a job site would
also qualify.

Parking space provided by the employer may

come under this provision, particularly in the case of sales
men who must spend time both in and out of the office.
2.

The benefit furnished or the expense incurred
accommodates an important business requirement
of the employer.

Specific benefits covered by this provision and one
or more of the tests under the general rule may include
the use of corporate assets and supper money, taxi services,
firm parties, and tickets provided to a function at which
the employer must be represented.
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3.

The benefit is provided primarily to insure the
employee's safety by protecting against significant
risk arising from the employment relationship.

Night taxi service, body guards, and security systems
may all fulfill this provision.
It is expected that regulations will be prescribed
as authorized by Congress to carry out the basic intent
of these rules.
De Minimis Rules.

Following the precedent of Revenue Ruling

59-58,1 which permits gifts of relatively small value to
be given to employees to promote good will, the task force
recognizes the administrative need for de minimis rules.
The proposed rules are as follows;
De minimis exception.
1.

Where a facility or asset's primary purpose and
use is business related, incidental personal use
shall not result in income to the employee or
user. "Incidental personal use" should be defined
in terms of a percentage of total use during the
taxable year. If the personal use is not inci
dental under this rule, the taxable amount of
the personal use for the taxable year (such amount
being considered a single transaction) may be
exempted under paragraph 2.

2.

The provision of facilities, goods, or services
shall not be deemed to give rise to compensation
includible in gross income when the amount of
such item is so small or unidentifiable as to
make accounting for it unreasonable or administra
tively impractical. This rule should be applied
on a transactional basis, rather than on an aggre
gated basis, unless each transaction is found
to be part of an overall plan to provide a package
of specific and previously identified items. For
the purpose of this rule "the amount of such item"
shall be the amount determined under the rules
for the valuation of taxable fringe benefits.
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Valuation of Taxable Fringe Benefits.

To ensure fairness

and enforceability, the task force recommends a procedure
whereby the taxable income to the recipient of the benefit
would be the lower of—
1.

The incremental or allocated cost of the
benefit to the employer, or

2.

The equivalent cost of the benefit to an
unrelated third party.

The proposed rule is as follows;
Amount of income. If it is determined that an item
is compensation includible in an employee's gross income,
then the amount included in gross income is the lower of
cost to the employer or fair market value of the item, which
is the amount that the employee would have had to pay, on
an arm's-length basis, to obtain use or possession of equiva
lent facilities, goods, or services. Such inclusion, however,
may be eliminated as a result of the application of the
de minimis rules.
1.

Cost is incremental cost, except allocated cost
should be used when property is furnished to
employees primarily for personal use.

2.

The regulations prescribed under this rule shall
define employer cost with respect to the taxation
of specific benefits to the employee.

Incremental cost is marginal cost, which is

the additional

cost to the employer of furnishing the benefit to the employee.
Allocated cost, rather than incremental cost, should be
used when property is furnished to employees or their families
primarily for personal use.

A proportionate part of fixed

costs, such as depreciation and insurance, is included in
allocated cost.

Such primary personal use is taxed to the

employee, and the valuation of the benefit is the lower
of allocated cost or the amount that employee would have
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to pay on an arm’s-length basis.

Cost is not to include

lost profit or opportunity cost.
Other Proposals
Withholding of Taxes.

Because it is desirable to minimize

employer's administrative problems, the task force recommends
that no income or payroll taxes be required to be withheld
from the employee, or paid by the employer, on the amount
of income determined to arise from taxable fringe benefits.
In implementing this recommendation. Congress should consider
whether to continue or to change the treatment of certain
benefits currently subject to payroll taxes.
Reporting of Fringe Benefits.

The compensatory value of

fringe benefits should be reported as "other compensation"
on Form W-2.
Other Recommendations.
rules is recommended.

Prospective application of legislative
All employee groups in our society

should be covered by these provisions.

They should apply

to military, congressional, and other government employees
as well as to those in the private, commercial, and not2
for-profit sectors.
Rationale for Recommendations
The task force reached its conclusions after considering
several alternative approaches to resolution of the issues
in fringe benefit taxation.

The decision to recommend the
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codification of most of the status quo was made in an attempt
to provide simplification and greater certainty in the treat
ment of a large number of diverse situations.

It is essential

to recognize that many taxpayers have relied on long established
practices in making choices.

There should be no sudden

disruption in corporate and individual planning and the
conduct of business.
These proposals, however, leave room for gradual change.
The proper procedure for such modification will be either
through the enactment of changes in the broadly stated statutory
rules or, with respect to their applicability to specific
benefits, through the regulatory process.

As clarification

is needed or if decision making must be illustrated for
specific situations, regulations rather than rulings should
be issued in order to benefit from the public comments received
on exposure drafts.
The report does not attempt to cover all possible employee
fringe benefits nor all the situations in which they might
be furnished.

The task force has attempted to make the

recommendations broad in scope but not so definitive as
to prevent evolution of the law in this area as it becomes
necessary.
The general rule has been designed to exclude a large
number of mass benefits which are presently excluded as
a result of historical development, or custom.

These benefits

are similar in nature to those currently defined in Subchapter
B, Part III, Sections 101 through 127.
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When benefits cannot be excluded by meeting each of
the tests under the general rule, the special rule reduces
uncertainty by providing an alternative which requires
justification of the benefit because of its relationship
to the employer’s business or the employee's safety in his
employment.

The tests in the special rule must be used

in conjunction with those in the general rule in order to
exclude the benefit.

In any case, current law is not to

be superseded where the benefit is not provided solely to
meet an important need or requirement of the employer.
In other words, if the personal use of a facility, good,
or service is not judged de minimis, the personal benefit
is taxed to the employee.

An example is the use of a company

automobile for personal reasons or for commuting.
When taxable, the value of the benefit to be included
in income must be determined as equitably and objectively
as possible.

Where the employee is furnished a benefit

primarily because of a business requirement, such as the
provision of a demonstrator automobile for the salesman's
use, the task force believes that it is only equitable that
the measure of compensation be the lower of the employer's
incremental cost or third-party equivalent cost in valuing
the employee's personal use of the automobile.

However,

the task force believes that where the benefit is furnished
for primarily personal reasons and contains a significant
element of compensation, such as the use of a company automobile
by family members, the application of the lower of allocated
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cost or third-party equivalent cost in determining the amount
taxable to the employee will result in greater horizontal
equity.

On the other hand, if in any situation the percentage

of personal use or the value of the benefit is considered
to be de minimis under the suggested rules, the amount of
the fringe benefit should be excluded from income.
The task force has considered only the issues involved
in the provision of nonstatutory fringe benefits to employees.
There has been no attempt to consider these rules as they
might be applied to independent contractors, partners, or
other self-employed persons.

These are significant groups

of taxpayers who have a dual status similar to that of both
an employer and an employee.
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DISCUSSION OF SPECIFIC BENEFITS
The task force has attempted to state broad, uniform,
and operational principles in order to define taxability
in the fringe benefit area.

To determine the effectiveness

of the proposed rules, several specific benefits have been
examined.

The benefit is defined, its taxability is deter

mined under the task force proposals, and valuation is
discussed if income is to be imputed.
Airline Passes
Airline passes are a frequently discussed benefit.
Nontaxability has been inferred from Office Decision 946

3

in which discounts on transportation passes for railroad
company employees were held to be not taxable and were con
sidered gifts from the employer.
The task force concludes that this is the type of mass
benefit whose current tax exemption should be confirmed
legislatively.

It meets each of the three tests provided

under the general rule.

The rules proposed by the task

force would limit tax-free mass benefits solely to those
provided to the employee and his immediate family (spouse
and dependent children) and to goods, facilities, or services
produced, held for sale, or furnished by his employer at
no substantial additional cost to the employer.
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These rules

do not extend to benefits provided by other employers in
the same industry through reciprocal agreements.
Employee Merchandise Discounts
The employer may offer employee discounts to improve
sales or to familiarize employees with the firm’s products.
The percentage discount varies widely from company to company
4
and from one industry to another.
It is presumed that
the price offered to the employee is not below cost to the
employer.
nontaxable.

Currently, the Treasury considers these discounts
The discount must be offered to a wide range

of employees to promote "health, good will, contentment,
or efficiency of (the) employees" in order to exempt such
5
privileges from withholding requirements.
The task force has concluded that employee merchandise
discounts are of the mass benefit type and should be non
taxable under the proposed rules if all three tests in the
general rule are met.

If these tests are not satisfied,

perhaps because the discounts are not offered on a nondiscriminatory basis, and the special rule does not apply,
the amount of the discount is taxable subject to the suggested
valuation and de minimis rules.
Tickets to Public Events
Many companies provide theatre and sports events tickets
either free or at a discount to all employees.

Unless the

event is part of the company’s business, this is not the
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type of mass benefit that will be exempted under the general
rule.
These benefits may, however, meet requirement 3 of
the general rule and requirement 2 of the special rule:
Facilities, goods, or services are offered on a nondiscriminatory basis, and the benefit accommodates an important
business requirement that an employer support civic affairs.
In such cases, the tickets will be considered nontaxable.
The Use of a Corporate Airplane
The Nixon Report6 spotlighted the issue of the benefit
received through the personal use of government- or companyowned aircraft.

Such usage can be considered job related

and an ordinary and necessary expense to the business because
access to a company airplane may be provided to fulfill
an important business requirement of the employer to keep
the executive readily available for business demands or
to provide security if personal risk is involved.

Alterna

tively, the benefit can be intended as compensation.
The primarily personal use of a corporate airplane
by an employee does not meet all three of the tests under
the general rule.

If the additional tests under the special

rule provide no basis for nontaxability in conjunction with
one of the tests under the general rule, the usage would
be deemed a taxable benefit.

The focus, therefore, turns

to valuation of an in-kind benefit, in this case, the use
of corporate property.

Income taxed to the employee in
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this situation is the lower of the employer's allocated
cost or the third-party equivalent cost (subject to consid
eration of the de minimis rules).
The valuation process would be different if an individual
"hitchhikes" a personal ride on an airplane flying primarily
for business reasons.

Income taxed to the employee is the

lower of the employer's incremental cost or the third-party
equivalent cost.

The taxable amount, so computed, is likely

to be exempt under the de minimis rules.
Demonstrator Automobiles
The use of demonstrator automobiles by car salesmen
for purposes that incorporate both business and personal
elements is a fringe benefit problem.

When a salesman drives

such a car home, he receives a personal benefit since the
trip is termed commuting, which is defined to be a personal
expense.

However, the dealership also realizes the potential

benefit received from advertising and the salesman's know
ledge, evaluation, and testing of the product.
The three requirements of the general rule may not
be met because the additional cost to the employer may be
substantial.

On the other hand, nontaxability may result

by application of the special rule if the use of the demon
strator automobile meets requirement 1 or 3 of the general
rule and requirement 2 of the special rule.

The car is

owned and held for sale by an employer; it is offered to
a reasonable classification of employees; the salesman is
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required to drive his employer’s product; and the employer
requires that the automobile be securely garaged at night
at the salesman's residence.
The task force suggests the following analysis of this
problem in the light of its suggested rules:
1.

The fringe benefit would probably qualify for exemption
under the special rule.

2.

Nevertheless, regulations should make it clear that
the personal use benefit will continue to be taxed.

3.

It is likely that the demonstrator was not furnished
primarily for personal use.

Thus, the value of the

fringe benefit would be measured by the lower of incre
mental or third-party equivalent cost.
4.

The de minimis rules would be applied to determine
whether the personal use by the employee and his family
is incidental or, if not, whether the annual value
(determined in accordance with the preceding paragraph)
is less than the transactional minimum.
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BACKGROUND OF THE FRINGE BENEFIT CONTROVERSY
Specific provisions of the Internal Revenue Code,
sections 101 through 127, have excluded certain employee
benefits from gross income.

Other benefits, covered in

sections 401 through 409, are included in gross income only
when the employee receives distributions from a trust.
A second group of benefits has been excluded from gross
income by Treasury regulations (tuition programs for faculty
7
members' children and subsistence and uniform allowances
8
for members of the armed services), or by published rulings
9
(railroad passes to employees).
A large number of benefits,
primarily pertaining to highly-paid corporate executives,
have been taxed on a case-by-case basis when audited by
the Internal Revenue Service.

De minimis considerations

and widely-held perceptions that certain items do not con
stitute income have eliminated such benefits as employee
discounts, some personal use of corporate assets, free parking,
and employer-furnished meals.
The current emphasis on the taxability of fringe benefits
has resulted from an evolution of the awareness of the tax
revenue potential of such benefits.

The Treasury Department's

Blueprints for Basic Tax Reform (1977) proposed that the
goals of reform and simplification could be served by enlarging
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the tax base to include in income all economic benefits.1
0
A comprehensive tax base would provide roughly the same
degree of income tax progressivity or vertical equity with
a greatly simplified structure of exemptions and rates.
Under such a system there would be no exceptions unless
administration were too difficult.

The problems of valuation,

identification, and consistency of treatment would also
require solution.
Legislative and Administrative History
In a society committed to both vertical and horizontal
equity, employee privileges and perquisites frequently have
been examined for excesses.

The tax treatment of expenses

for entertainment, travel, or fringe benefits granted execu
tives has been the primary focus of inquiry; however, emphasis
has shifted recently to the inclusion in income of economic
benefits received by any employee.
The Use of Deductions
Substantiation of deductions claimed was preferred,
but the Cohan d o c t r i n e , 1
allowing deductions based on esti
mates of actual expenses, was formulated because of commonly
accepted business practice as well as the belief that proof
could be established by credible oral testimony.
Legislative attempts reflected awareness of potential
and actual abuse in the deduction of business, entertainment,
and promotion expenses.

H.R. 7893, introduced in the 82nd
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Congress, would have eliminated the Cohan rule by disallowing
any deduction for business expenses unless substantiated
in accordance with regulations.

The bill was strongly opposed

by business and professional groups, and since the then
Commissioner of Internal Revenue, T. Colemen Andrews, felt
the problem could be handled administratively, the bill
was not passed.1
2
In 1952, the Bureau of Internal Revenue directed that
agents pay special attention to excessive and unreasonable
expenditures claimed as deductions on tax returns, including
"lavish travel and entertainment expenses, executive expense
allowances, business gratuities, and disguised remuneration
in the form of personal living items furnished to corporate
officials."
3
1
In 1959 and 1960, Technical Information Releases 198
and 221 required that income tax returns include an expense
account schedule for certain officers, partners, and highlypaid employees.

Corporations, and later, partnerships and

individual businesses, were required to answer a questionnaire
concerning hunting lodges, yachts, apartments, conventions,
officer vacations, and other related matters, although the
Cohan rule was still being used cautiously for expenses
which were small in amount and not easily substantiated.
In these releases, the Internal Revenue Service was not
so much interested in telling businessmen how to spend their
money as it was in refusing to permit "taxpayers, whether
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they be few or many in number, influential or unknown, pettychiselers or large-scale evaders, to escape their just taxes."
4
1
To further implement T.I.R. 221, the Internal Revenue
Service designed Form L-67 to notify taxpayers not maintaining
adequate records.

Such notification was followed up by an

automatic audit to test the adequacy of the taxpayer's
15
accounting system. Revenue Ruling 60-120,
was issued
to define the information an employee is required to furnish
his employer in order to deduct travel and entertainment
expenses.
Section 274.

Because legislation had been unsuccessfully
16
proposed earlier,
tax law in this area was monitored
administratively until President Kennedy proposed the addi
tion of section 274 in the early 1960s.

Early in his first

term in office, the president delivered his tax message
to Congress stating that:
Too many firms and individuals have devised means
of deducting too many personal living expenses
as business expenses, thereby charging a large
part of their cost to the Federal Government. . . .
This is a matter of national concern, affecting
not only our public revenues, our sense of fairness,
and our respect for the tax system, but our moral
and business practices as well. . . .
Even though in some instances entertainment and
related expenses have an association with the
needs of business, they nevertheless confer sub
17
stantial tax-free personal benefits to the recipients.
Specifically, entertainment expense deductions would
have been disallowed completely as would expenditures for
facilities used for entertainment, pleasure, or recreation.

-20-

Club dues would have been disallowed? limits would have
been set on deductible gifts and travel expenses? and only
expenditures for food and beverages provided to employees
on the employer’s premises, incurred in business travel,
or furnished during a business discussion directly related
to the operation of a business would have been allowed.
Section 274, tempered by the Senate, was added to the
code as part of the Revenue Act of 1962.

Among other provi

sions, substantiation requirements replaced the Cohan rule,
the present limitations on business gifts were established,
and expenses for facilities were to be disallowed unless
the facility was used primarily in the furtherance of a
trade or business.
As modified by the Revenue Act of 1964, section 274(c)
stipulates that the personal portion of travel expenses
abroad is not deductible unless such travel is for a period
of less than one week or the portion of the trip attributable
to time spent on personal activities is less than 25 percent
of the total time away from home.

The primary purpose of
18
the trip is presumed to be business related.
The Tax

Reform Act of 1976 added section 274(h), which details the
allowable deductions for expenses at no more than two foreign
conventions per year.

Deductible transportation costs are

limited to the lowest coach or economy fare available and
must be prorated between the number of personal and business
days if less than one-half the days at the convention site
are business related.
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Section 274, as it now stands, limits the deduction
of travel and entertainment expenses to those that have
either met the tests imposed under the statute or been
excluded by subsection 274(e).

The rules provided are

adequate for the control of abuse in the travel and enter
tainment expense area, but they have not been uniformly
asserted by the Internal Revenue Service.

In any event,

the enforcement of these provisions is not to be confused
with the development of principles to determine the tax
ability of employee fringe benefits.
Revenue Act of 1978.

In 1978, President Carter proposed

to disallow deductions for club dues and entertainment fa
cilities, such as yachts and hunting lodges.

Deductions

for business meals were to be limited to one-half the cost.
Deductions for entertainment activities, such as the cost
of tickets to theatre and sports events, were to be dis
allowed.

"At present, deductibility of entertainment expenses

is an open invitation to charge personal expenses to Uncle
Sam to the detriment of the vast majority of taxpayers not
19
able to make such claims."
To increase tax fairness and
simplicity. President Carter also proposed that business
expenses incurred in attending a foreign convention would
not be deductible unless it were reasonable for the meetings
to be held outside the United States because of the composition
of membership or the specific purposes of the organization.
Qualified subsistence expense deductions could not exceed
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125 percent of the government per diem for the area.

The

incremental cost of first class airfare was to be disallowed.
The recommendations stated that disallowance of such deduc
tions would be the substantial equivalent of taxing the
income to those who benefit.

These proposals were, in the

main, unacceptable because they did not have widespread
public approval.
As enacted, P.L. 95-600, the Revenue Act of 1978,
disallowed deductions for entertainment facilities:
The complexity of the provisions of present law
makes... effective administration and uniform
application extremely difficult and provides
significant opportunities for abuse. Consequently,
and notwithstanding the fact that the committee
recognizes that some legitimate business expenses
may be incurred with respect to entertainment
facilities, the committee believes that such
20
expenses should be disallowed as business deductions.
The cost of country club dues and tickets to theatre
and sports events continues to be allowable deductions subject
to section 274 provisions.
The exceptions to section 274 requirements, listed
in section 274(e), are not affected by this new provision.
Bona fide business travel, convention and entertainment
activity expenses, certain employee recreational facilities,
facility expenses treated as employee compensation, and
facilities made available to the general public continue
to be governed by the provisions of sections 162 and 212
for the deduction of ordinary and necessary business expenses.
The foreign convention rules were only clarified to provide
that under section 274(h)(6)(D), the limitations do not
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apply to an employer paying, directly or through reimburse
ment, the expenses of an individual attending a foreign
convention if the individual is required to include the
expenses in his gross income.
Taxation of Fringe Benefits
While prior emphasis has been on determining the deduc
tibility of the cost of fringe benefits, more recent focus
in the fringe benefit area has been on the inclusion of
the economic benefit in the employee’s gross income.
Broad Inclusion Under Section 61.
61 is broadly formulated:

Gross income under section

"All income from whatever source

derived" includes income realized in the form of money,
property, or services unless such income has been specifically
excluded from gross income.
Other sections of the code which provide for the taxa
bility of gross income, in whole or in part, because the
benefits are provided in exchange for services are -Sec. 74

Prizes and awards

Sec. 79

Group term life insurance purchased
for employees

Sec. 82

Reimbursement for expenses of moving.

Regulations Under Section 61.

The regulations issued since

1954 support and define the broad statutory concepts of
gross income.

Reg. sec. 1.61-2(d), dealing with compensation

paid other than in cash, stipulates that the fair market
value of the property or services taken in payment must
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be included in income.

If property is transferred for less

than fair market value, the difference between the amount
paid for the property and its fair market value at the time
of the transfer is compensation and is included in the
employee’s gross income.
Exclusions From Gross Income.

In subchapter B, part III,

the 1954 code lists items specifically excluded from gross
21
income.
Sec. 101

Certain death benefits

Sec. 104

Compensation for injuries or sickness

Sec. 105

Amounts received under accident and
health plans

Sec. 106

Contributions by employer to accident
and health plans

Sec. 107

Rental value of parsonages

Sec. 112

Certain combat pay of members of the
Armed Forces

Sec. 113

Mustering-out payments for members
of the Armed Forces

Sec. 117

Scholarships and fellowship grants

Sec. 119

Meals or lodging furnished for the
convenience of the employer

Sec. 120

Amounts received under qualified group
legal services

Sec. 122

Certain reduced uniformed services
retirement pay

Sec. 125

Cafeteria plans

Sec. 127

Educational assistance program payments.

Under the Revenue Act of 1978, self-insured medical
reimbursement plans are now subject to nondiscrimination
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rules similar to those for qualified pension plans in section
22
410(b).
Reimbursements are not subject to withholding
or social security taxes.
The two new sections enacted in the Revenue Act of
1978 also reflect the current mood of Congress in permitting
the exclusion of employee benefits that meet nondiscrimination
standards.

Under section 134 of the Act (designated section

125 of the Internal Revenue Code), Congress provides permanent
rules for a "cafeteria,” or flexible benefit plan, under
which an employee chooses among "nontaxable benefits, or
cash, property, or other taxable benefits."

Employer contri

butions under a written plan generally are excludible from
the employee’s gross income to the extent that nontaxable
benefits are elected.

Nontaxable benefits listed in the

accompanying Senate Finance Committee Report (S.R. 95-1263)
include those presently excluded under the code.
Such plans must subject both contributions and benefits
to tests for discrimination in favor of the highly compen
sated.

If the plan does not meet nondiscrimination standards,

the individuals have gross income to the extent they could
have elected taxable benefits.
For tax years beginning after December 31, 1978, and
ending before January 1, 1984, educational assistance program
payments under section 127 do not represent income to the
employee and are deductible by the employer.

The employer

can pay tuition, reimburse the employee, or provide education
directly, according to a nondiscriminatory plan that is
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not offered as an alternative to other remuneration.

23

Employees may be excluded if they are covered by a
collective bargaining agreement and the benefits were the
subject of good-faith bargaining.

Amounts excludible from

income as educational assistance are not wages subject to
withholding or to FICA and FUTA taxes.
Rulings and IRS Policy.

The Internal Revenue Service has

issued a number of rulings in the fringe benefit area.
The following rulings highlight the Service’s activity on
the subject of allowances and reimbursements to employees
in both the private and the public sectors.
24
Cost of living allowances; Revenue Ruling 61-5,
states that the housing and cost-of-living allowance
received by a member of the uniformed services of the
United States, to defray the excess cost of quarters
and subsistence while on permanent duty at a post
outside the United States, is not includible in the
recipient’s gross income whether the allowance is paid
by the government or, by agreement, is paid by the
government of the foreign country in which the recipient
is stationed.
25
Per diem allowances; Revenue Ruling 69-260,
holds
that fixed per diem allowances paid in lieu of sub
sistence by government agencies to employees while
away from home participating in a full-time university
career development program satisfy the requirements
for substantiation and accounting to an employer under
reg. sec. 1.274-5.
26

Financial counseling fees; Revenue Ruling 73-13
says that the financial counseling fees paid by a
corporation for the benefit of its executives are
includible in the executives’ gross income, subject
to FICA, FUTA,and income tax withholding. If such
fees are for tax or investment advice, they are deduc
tible by the executives under section 212.
Military dislocation allowances; Revenue Ruling 75-362
holds that the dislocation allowance received by a
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member of the uniformed services in connection with
a change in duty station is includible in the gross
income of the recipient under section 82. However,
such allowances are excepted from wages for purposes
of income tax withholding unless at the time of payment
the employer has reason to believe a corresponding
deduction is not allowable under section 217.
28
Job training allowances; Revenue Ruling 77-177,
states that weekly allowances in excess of the allow
ances provided under the Manpower Development Training
Act, received by construction union members from a
tax-exempt trust fund established under a collective
bargaining agreement and financed by contractor con
tributions to provide training in construction skills,
are not excludible from the recipients' gross incomes
as scholarships or grants under section 117.
Cafeteria meals; A Technical Advice Memorandum,
29
issued to the Boston district as Letter Ruling 7740010,
held that the difference between the fair market value
of the meals and the price charged by the employer
in its cafeteria was includible in the gross income
of employees. The Fringe Benefits Act of 1978 over
ruled this memorandum, which was based on Treasury
regulations under section 119. The excess over the
amount charged is allowed as an exclusion if the other
section 119 requirements are met: meals are furnished
on the employer's premises and for the employer's con
venience.
Reimbursements received by members of Congress: Revenue
30
Ruling 77-323,
lists the specific expenses and amounts
for which members of Congress may require reimbursement.
Expenditures must be substantiated. Any excess reimburse
ment must be included in gross income.
Military personal money allowances: Revenue Ruling
31
77-350,
declares personal money allowances of highranking military officers not excludible. Official
expenses may be deducted under section 162(a)(1) if
section 162 and 274 substantiation requirements are
met.
32
Military attache reimbursements: Revenue Ruling 77-184,
holds similarly for reimbursements received by military
attaches of the U.S. Defense Department for expense
of official entertainment.
33
Tuition paid by an employer: Revenue Ruling 78-184,
concerns tuition fees which are paid by employers on
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behalf of employees. Such payments are not excludible34
under section 117, according to Revenue Ruling 76-352,
and are deemed wages for purposes of withholding and
FICA and FUTA taxes. Section 127, added to the code
in 1978, now excludes nondiscriminatory payments from
gross income and stipulates that they are not subject
to withholding or payroll taxes.
President Nixon's Tax Returns.

During December 1973, President

Nixon submitted his tax returns for 1969 through 1972 for
audit.

In Examination of President Nixon's Tax Returns

for 1969 through 1972, the staff of the Joint Committee
on Internal Revenue Taxation analyzed several items coming
35
within the purview of fringe benefit taxation.
It was
determined through the application of existing law that
expenditures on presidential property, paid for by the govern
ment, were income to the extent the improvements enhanced
the property and were of the type the president would have
made himself if the government had not.

Not to be included

in income were such improvements as electronic surveillance,
flood lighting, noise detection systems, security fences,
and restoration of the property after installation.
The personal use of government-owned aircraft was
scrutinized.

President Nixon realized taxable income from

such personal use as an employee of the United States govern
ment.

Citing Silverman, Alabama-Georgia Syrup Co., and

Gotcher, in which payments for travel expenses of the wife
were deemed income to the taxpayer-husband, the staff con
cluded that taxable income was attributable to the president
when his family or friends accompanied him on trips that
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were part of official presidential duties but for which
there was no evidence that the family or friends performed
any official functions.3
6
Treasury Department Discussion Draft Proposed Regulations.
On September 3, 1975, the Treasury Department issued a dis
cussion draft of proposed regulations in an effort to end
the confusion about taxation of nonstatutory fringe benefits.
Only benefits threatening the integrity of the tax system
were to be taxed.

In the interest of equity among taxpayers,

the discussion draft regulations attempted to prescribe
rules to rationalize existing practices not dealt with in
legislation.

The Treasury concluded that:

The statutory definition of income is very broad.
That broad scope provides the residual authority to
deal with new forms of compensation and other income
generally as they develop without having to amend the
statute each time. Inherent in that authority is the
flexibility and, indeed, the necessity to distinguish
between economic benefits which should be taxed and
those which should not.3
8
The discussion draft regulations did not attempt to
extend the reach of the income tax as far as legally possible
but only so far as practical.

They established three tests

for excludibility of benefits from gross income:
1.

The facilities, goods, or services are owned by
or under the control of the employer for purposes
proper to the conduct of business and are primarily
unrelated to the personal use or consumption of
such items by employees.

2.

The employer incurs no substantial additional
cost in making the facilities, goods, and services
available to the employees.
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3.

The benefits are available on a nondiscriminatory
basis.

If the benefits did not qualify as nontaxable under
the foregoing analysis, they could be evaluated under nine
"facts and circumstances" tests for possible nontaxability:
1.

Cost is not identifiable or significant.

2.

Personal use occurs around working time and around
the premises of the employer.

3.

The benefit is provided on the basis of the nature
of the work or by seniority, but not by level
of compensation.

4.

The benefit is similar to a service or other benefit
commonly provided by government.

5.

The benefit accommodates the employer or relieves
the employer of expense or inconvenience.

6.

The benefit is a reimbursement of an unusual expense
that the employee incurred because of a business
requirement.

7.

The benefit is for the personal safety of the
employee.

8.

The benefit is not substantial in comparison with
the employee's compensation.

9.

The item is generally not thought to be compensation.

Failure to qualify as nontaxable "may be a fact tending
to indicate that the benefit does constitute compensation
includible in gross income."3
9

If deemed includible, fair

market value was to be used in determining the amount of
income.

Under the discussion draft proposed regulations,

employees included self-employed individuals, independent
contractors, and officers of a corporation, but not share
holders of a corporation.
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Despite the Department of the Treasury’s illustrations
of how many benefits would remain nontaxable after applying
the three tests and evaluating the nine facts and circumstances,
widespread protest developed against the discussion draft
proposed regulations regarding the use of fair market value
for valuation of taxable benefits.

Commentators pointed

out that most fringe benefits do not have a readily ascertain
able fair market value because they cannot be sold.

Many

felt that the employer’s cost to provide the benefit would
be a better measure of its income value to the employee.
Withholding on income arising from fringe benefits was opposed.
The inconsistent position taken on benefits affecting private
employees versus those available to government and military
employees was noted, and it was pointed out that the draft
regulations were actually contrary to the broad application
of code section 61.

Although the Treasury Department claimed

the residual authority to apply the statute, the commentators
recommended legislation rather than regulation.
The Internal Revenue Service also protested because
it was ready to release eleven revenue rulings that took
a more stringent approach to specific fringe benefits.
The fringe benefit controversy was tempered by Treasury
Secretary Simon’s withdrawal of the discussion draft proposed
40
regulations in December 1976
and the fact that amendments
to the scholarship regulations that would have taxed college
tuition remissions were withdrawn in January 1977.
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The

eleven revenue rulings were not issued by the Internal Revenue
Service.

41

SEC Developments.

Prompted by a number of cases and inquiries,

the Securities and Exchange Commission issued releases 335856 (1977) and 33-5904 (1978) in order to clarify the dis
closure requirements associated with "remuneration."

These

releases were put into effect by amendments issued in 1978
42
as releases 33-5950 and 33-6003,
"Uniform and Integrated
Reporting Requirements:

Management Remuneration."

All

remuneration received by a company's five most highly compen
sated executive officers and directors is to be disclosed
if compensation exceeds $50,000 per person.

Remuneration

includes certain benefits referred to by the SEC as executive
perquisites, which are those personal benefits a corporation
furnishes to members of its management.

The value of benefits

not related to job performance must be disclosed unless
the benefit is provided to broad categories of employees
on a basis which does not discriminate in favor of officers
and directors.
The earlier SEC releases list ten perquisites that
must be reported.

Four are excludible if directly related

to job performance and properly authorized and accounted
for by the issuer:

parking places, meals at company fa

cilities, ordinary business lunches, and office space and
furnishings at company-maintained offices.

Home repairs

and improvements paid for by the corporation, company-furnished
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housing and other living expenses, personal use of corporate
property, personal travel and entertainment expenses covered
by the company, and consulting fees provided for matters
unrelated to corporate business are all to be reported as
remuneration as well as nineteen other benefits listed as
possible items for disclosure.
According to the SEC, perquisites have been used to
satisfy the following business objectives;

Increase profits

by promoting productivity, enhance social responsibility
and image, retain desirable employees, and supplement cash
salary when cash flow is inadequate.

The SEC bases its

expansion of the disclosure requirements on (1) the need
for the investors to be able to make informed voting and
investment decisions on use of corporate funds in a complex
society in which a citizen no longer personally watches
over his own interests, and (2) increased governmental
scrutiny reflecting public concern about corporate ethics
43
and gaps in the internal controls in accounting systems.
Current Status.

Because pressure to formulate regulations

persists, Congress enacted the Fringe Benefits Act, P.L. 95427, at the end of 1978 to prohibit the issuance of regulations
before January 1, 1980, in order to allow Congress time
to consider legislation.

The House of Representatives

Committee on Ways and Means established a task force under
the chairmanship of J. J. Pickle,
issues of fringe benefit taxation.
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(D. Tex.) to study the
Both Jerome C. Kurtz,

Commissioner of Internal Revenue, and Donald C. Lubick,
Assistant Secretary of the Treasury, testified before the
House Ways and Means Committee task force.

The Treasury

distinguished between benefits provided as part of the
working conditions enabling an employee to perform his job
and those benefits that are either a product of the employer’s
44
business or indirectly related to the employee’s job.
Taxation of benefits would depend on both the classification
of a benefit within those categories and the administrative
feasibility of such taxation.
Judicial Development of the "Gross Income" Definition
The courts have consistently defended and embellished
the terminology of code section 61 (following section 22
of the Internal Revenue Code of 1939).

Section 61 provides

that "gross income means all income from whatever source
derived."
As early as 1929, the Supreme Court decided that "payment
for services, even though entirely voluntary, was nevertheless
45
compensation within the statute."
In Stewart (1940),
"income" was held to be a generic term broad enough to desig
nate capital gains as taxable income.

"Congress will be

presumed to have used a word in its usual and well-settled
sense."
6
4
In Glenshaw Glass Company (1955),

47

a case not involving

compensation, the Supreme Court expanded the meaning of
the word income:
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The Court has given a liberal construction to this
broad phraseology (in section 61) in recognition of
the intention of Congress to tax all gains except those
specifically exempted. . . .
Here we have instances of undeniable accessions to
wealth, clearly realized, and over which the taxpayers
have complete dominion.
We would do violence to the plain meaning of the statute
and restrict a clear legislative attempt to bring the
full taxing power to bear upon all recipients constitu
tionally taxable were we to say that the payments in
question here are not gross income.
48
In Lo Sue (1956),
the Supreme Court held that the
broad concept of gross income was "to include in taxable
income any economic or financial benefit conferred on the
employee as compensation, whatever the form or mode by which
it is effected."
In a contrary development in The Motel Company (1965),
the Second Circuit was willing to accept the argument that
the corporate taxpayer had the burden of proving that it
intended the president's use of a corporate automobile for
personal purposes to be a form of compensation, and disallowed
depreciation and operating expense deductions;
. . .allowing Leonard to use the corporation's auto
mobile for personal purposes was merely a display of
non-business-oriented generosity, in that sense a gift
and favor, not uncommonly conferred on principal em
ployees and stockholders.4
9
The Fifth Circuit Court of Appeals stated in Gotcher
(1968) that "it has been generally held that exclusions
from gross income are not limited to the enumerated exclusions,"
even though it agreed that the definition of gross income
50
should be broadly interpreted.
In this case, the taxpayer's
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trip to Germany was deemed necessary to promote Volkswagen
interests in America:
The corporate-executive decisions indicate that some
economic gains, though not specifically excluded from
section 61, may nevertheless escape taxation. They
may be excluded even though the entertainment and
travel unquestionably give enjoyment to the taxpayer
and produce indirect economic gains. When this in
direct economic gain is subordinate to an overall
business purpose, the recipient is not taxed.
The historical development of the application of the
administrative and legislative allowance of deductions has
been presented.

The more recent focus on whether employee

fringe benefits are to be included in gross income has been
discussed, and the contribution of the court decisions to
an understanding of the meaning of "gross income" has been
summarized.

To resolve the current controversy, there are

several possible alternatives, a discussion of which follows
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ALTERNATIVE APPROACHES TO THE TAXATION OF FRINGE BENEFITS
The Status Quo
A complete reform of the tax system has not been proposed
in Congress.

Commentary on the discussion draft proposed

regulations suggested that a modified status quo be maintained
in the taxation of fringe benefits.

This approach would

set guidelines to modify current practice gradually but
would avoid the theoretical statement that all benefits
received by an employee are taxable as compensation.

The

statutory exclusions would remain.
Advantages
1.

Taxation of specific benefits may be altered under
new guidelines, but such rules should be applied gradually
and carefully.

Unfairness results if career decisions

and negotiated contracts based on nontaxability are
disrupted because of immediate widespread taxation.
2.

One goal of any legislation is to avoid setting off
the multiplier effects of inflation, unemployment in
affected sectors, and unsought changes in pension plans.
Each of these consequences may occur if the fringe
benefit area is subjected to large-scale revision.

3.

If cash compensation is increased to cover the amount
of taxes payable on newly taxed benefits, labor costs
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will escalate throughout the economy, and the amounts
of employer-(as well as employee-)paid FICA and pension
contributions will increase.

Thus, the employer often

has the incentive to provide compensation in the form
of fringe benefits.
It is argued that certain groups of employees should
purchase benefits with after-tax dollars.

Over a

period of time, however, all groups of employees will
seek to arrange compensation packages that will provide
cash to cover both the taxes on the additional compen
sation and the cost of the benefit if the employer
should no longer provide it.

This is a pragmatic

approach, reflecting the countervailing interests of
a large number of worker groups.
Disadvantages
1.

Special interests may well be encouraged by this approach.
A basic precept of taxation is that the tax base should
be neutral? however, permitting continuance of an ad
hoc approach to fringe benefit taxation may mean that
inequities, both horizontal and vertical, will not
be corrected.

The construction of a coherent and inclusive

tax theory is hampered if broad principles are not
developed and implemented through policies built thereon.
2.

Mass benefits may proliferate with a consequent erosion
of the tax base.
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The Theoretical Approach
The Doctrine of Economic Benefit
In January 1977, the Treasury Department issued Blueprints
for Basic Tax Reform, which recommended inclusion in an
employee's income of all benefits that have an objective
market value or represent "in-kind consumption."
Traditionally, income has been defined as economic
benefit received by the taxpayer from whatever source.
According to the theory of taxing consumption, the HaigSimons definition of income may be used.

Personal income

connotes the exercise of control over the use of society's
scarce resources.

Income becomes the sum of the market

value of consumption during a period and the change in the
51
value of wealth owned during that period.
Since consumption
also has noneconomic or psychic rewards, the measure of
income is the personal benefit accruing to the taxpayer
from consumption of goods in whatever form, including goods
and services termed fringe benefits from employment.
Daniel I. Halperin, Deputy Assistant Secretary for
Tax Policy in the Treasury Department, offers the most com
plete discussion of the "personal benefit" theory.

Ideally,

psychic benefits should be taxed, whatever their source,
and income should be imputed or deductions denied to the
52
extent an individual benefits from an expenditure.
To
accomplish this goal, one must adopt the cardinal view of
utility held by the classical economists of the nineteenth
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century:

It must be possible to quantify the utility of

every commodity or combination of commodities for every
individual consumer.
By the end of the century, economists had modified
utility theory according to an ordinal view by which it
is presumed that individuals rank commodities in order of
preference.

Thus, the measurement problem of cardinal

utility theory is avoided by assigning numbers only to
reflect the ordering of preferences, rather than as absolute
monetary measures of utility.

Comparisons between persons

cannot be made since every individual is unique; therefore,
under the ordinal view, it would not be considered possible
to quantify how much psychic benefit an individual has
received from a nonmonetary benefit.
Goals of Equity
In the establishment of an equitable system of taxation
this country’s lawmakers and justices have tried to "ensure
that taxpayers similarly situated bear similar burdens,"
53
Fausner (1973):
The Commissioner cannot tax one and not tax another
without some rational basis for the difference.
And so, assuming the correctness of the principle
of "equality," it can be an independent ground
of decision that the Commissioner has been incon
sistent, without much concern for whether we should
hold as an original matter that the position the
Commissioner now seeks to sustain is wrong (Justice
Frankfurter concurring in Kaiser (1959)).5
4
Equity is usually discussed on two planes.

Horizontal

equity requires that individuals having the same amount
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of income be accorded equivalent tax treatment.

Cash and

in-kind benefits must both be taxed under all circumstances
unless the recipient of the benefit could have deducted
the cost if he had paid for it.

Vertical equity compares

tax treatment of persons with different amounts of income
and calls for greater taxation of those with higher incomes.
Discriminating against the highly-paid executive neither
assures that equity will be attained nor brings about uniform
treatment under the law.
To achieve equity, it is necessary to tax all recipients
of specific fringe benefits regardless of their employer’s
tax status.

All segments of the economy, including govern

mental and not-for-profit sectors, should be treated uniformly.
A number of benefits have been extended to military and
government personnel.

For example, in the budget for tax

expenditures for fiscal year 1979, the exclusion of benefits
and allowances to armed forces personnel will amount to
1,370,000,000 dollars for 1979.5
5
Advantages
1.

Income of individual taxpayers would be properly measured
under the personal economic benefit doctrine because
differences in individual utility functions would be
recognized.

To permit adjustments in taxpayer commit

ments, any change in the tax law requires some delay
before it becomes effective.
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. .when individuals are free to choose their
"
activities and expenditures. . .if certain
occupations enjoy tax advantages denied to others
(e.g., untaxed fringe benefits or psychic income),
wages will adjust until net after-tax rewards
are equalized."
Admittedly, it is more difficult to "compensate" for
changes in labor incomes, but "the tax system should
56
preserve the utility order of individuals."
Argu
ments against such compensation for tax changes include
the the possibility of overcompensation and the question
of whether the government should assume the risk attendant
upon changes in the financial environment.
2.

It may be asserted that, rather than tax determination,
allocation of scarce resources is the more important
decision:
allocative inefficiency— inefficiency in production
and consumption— will result if only some forms
of economic benefits are taxed, because the after
tax prices of the benefits will not reflect their
true relative value to society (emphasis added).5
7
Alternative uses for economic resources must be evaluated
in order to properly distribute them.

According to

the tax expenditure concept, government budgeting must
weigh the consequences of subsidizing one sector of
society rather than another.

Therefore, if the benefit

to each individual were known, it would be easier to
determine the optimal allocation of resources among
competing alternatives.
There are two reasons for continuing some tax subsidies
or tax expenditures:

(1) Some subsidies are more
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effective than direct government spending in increasing
production or consumption favored by policy; and (2)
a Haig-Simons type of tax on all forms of income does
not recognize that capital income may be taxed at a
different rate than labor income or that different
types of labor income should be assessed differently.
Disadvantages
1.

There is no accepted method of determining the objective
market price of personally unique satisfaction.

In

addition, the exclusion of psychic benefits from the
tax base rests on the argument that the tax base should
be confined to economic goods, those that are enjoyed
only at the expense of others in a society of limited
resources.58
2.

The primary disadvantage is that such a theory would
be almost impossible to administer.
The Specific Case Approach
Historically, the determination of fringe benefit tax

ability has been made through court decisions and administrative
rulings.

This approach could continue.

Each benefit could

remain untaxed until specifically litigated through the
Supreme Court.
The evolutionary development of the tax law is wellillustrated by the series of cases preceding the addition
of section 119 to the Internal Revenue Code in 1954 and
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the subsequent interpretation of its provisions in many
other cases.

59

The recent decision of Kowalski (1977) repre

sents the culmination of cases dealing with cash meal allow
60
ances for state troopers.
Such allowances had been held
61
to be nontaxable in a number of cases.
In other decisions,
62
the courts had decided that such allowances were taxable.
Kowalski determined that cash meal-allowance payments were
income even if such benefits were conveyed for the convenience
of the employer because section 119 covers meals furnished
by the employer, not cash reimbursements for meals.

Since

November 1977, other cases have followed the Supreme Court
63
decision.
The Fringe Benefits Act, P.L. 95-427, provided
relief for state police officers by applying the Kowalski
decision on a prospective basis.

Only subsistence allowances

received after December 31, 1977, are covered by Kowalski.
IRS Rulings
The Internal Revenue Service continually issues revenue
rulings and other administrative releases, which represent
the position of the commissioner on a multitude of specific
issues.

Rulings are published and may be used as precedent

if the IRS regards them as generally applicable to a number
of taxpayers.
The Internal Revenue Service has published a number
of rulings that deem benefits taxable;

The amount of the

expenses paid by an employer for one of its executives
participating in a reconditioning program at a resort hotel
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is includible as compensation,

64

as are amounts distributed

to employees of a club from a Christmas fund contributed
65
to by club members?
the value of books received and accepted
66
by a book reviewer are includible in gross income;
the
fair market value of "prize points" redeemable for merchandise
by salesmen employed by distributors’ dealers is taxable
67
income;
educational trust distributions used to educate
68
the children of employees are taxable income?
a grocery
allowance provided by an exempt religious organization to
its employees who are required to accept lodging on the
69
premises is not excludible under section 119.
Advantages
1.

The use of case law and rulings in taxation parallels
the operation of the legal system.

The aggregate of

reported cases forms a body of law on any particular
subject.
2.

Case law offers the advantages of flexibility over
time and the possibility of more finely-tuned justice
or equity in individual situations.

Disadvantages
1.

Case law is costly to develop in terms of the time
required and administrative and court costs, the possible
social inequities when justice does not result, and
the lack of authoritative guidelines before litigation.
The taxpayer does not have the security in planning
his affairs that is offered by well-formulated statutes.
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2.

Since Congress rather than the courts has been vested
with the authority to pass tax laws, it may be argued
that, for purposes of taxation, law should be promulgated
through revenue acts rather than evolved solely through
court decisions and Internal Revenue Service pronounce
ments.

3.

Another difficulty results from the possible inconsistency
of nonstatutory guidelines.

For example, in the Tax
70
Court's decision in James P. Fenstermaker (1978)
the deduction of the personal portion of business meals
was denied although the IRS had decided that it would
71
not often press the issue.
The Tax Court ruled that
the IRS cannot change the basic nondeductibility of
personal expenses under section 262.

Nor is the IRS

bound by its prior rulings;
(It) may treat similar tax events differently
or even treat the same issue differently in dif
ferent taxable years, at least until the admini
strative determination is dignified by precedent
and sanctioned by higher authority.7
2
The Use of Legislation and Regulation
While administrative practice had established that
certain items were to be excluded from or included in employee
income over the years, the 1975 discussion draft proposed
regulations were the first attempt to formalize principles
for the determination of the taxability of fringe benefits.
The 1975 discussion draft proposals were withdrawn
because of heavy criticism from those who disagreed with
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the changes to be effected in the fringe benefit area and
also because of lack of support by the Internal Revenue
Service.

This opposition occurred because "the standard

set up by the statute (and, in this instance, in a trial
attempt by regulation) is not a rule of law; it is rather
73
a way of life," Justice Cardozo in Welch (1933).
It is
particularly true in the fringe benefit area that many
practices have evolved that "by common adoption and acqui
escence, and by long and unvarying habit,...(have) acquired
74
the force of law."
There does exist "a law not written,
established by long usage, and the consent of our ancestors,"
75
Portuguese Beneficial Ass'n v. Xavier (1937).
The ultimate question is the degree to which the statute
reflects or plays a determinative role in customs and culture.
In taxation, the statute has often modified custom for economic,
social, and political reasons.

According to Central Illinois

Public Service Co. (1978),
in the field of fringe benefit taxation,... the
fact that something is taxed today that was not
taxed yesterday is not so much evidence of mistake
corrected as of evolving understanding of what
changed circumstances, equity, and legislative
purpose require.7
6
The code, as a matter of social policy and political
necessity, must be changed from time to time to recognize
the problems inherent in the taxation of fringe benefits.
The goals of identifiability, consistency of treatment,
simplification, and fair valuation should be reflected in
any new legislation along with clarity of language and a
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adherence to congressional intent.
Legislation should reflect the concept expressed in
the Summary and Explanation of Discussion Draft of Proposed
Regulations on Fringe Benefits;

Sixty-six years of experi

ence "must be given great weight.

The practices which have

developed provide a reasonable and pragmatic guide to which
77
economic benefits are appropriate for taxation."
Advantages
1.

Congress has the responsibility for legislating uniform
and equitable tax laws.

New legislation could recognize

current political, social, and economic considerations
and could result in the uniform taxation of benefits
and improvement in the enforcement problems in this
area.
2.

Treasury regulations should be based on statutory
authority and sustained by the courts unless they are
unreasonable or plainly inconsistent with the statute.
If the regulations are long continued without substan
tial change, they may then be deemed to have received
congressional approval and to have the effect of law.

78

The premise, however, is that the statute is the nec
essary condition.
3.

It is inefficient to litigate through the Supreme Court
every one of the numerous fringe benefits or to issue
rulings which analyze every situation in which a benefit
is furnished.

Legislation would provide definitive
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rules for taxing fringe benefits.
Disadvantages
The use of case law and IRS rulings to apply code sections
requires that legislation be drafted which can be accurately
and efficiently interpreted.

"The ’convenience of the employer'

doctrine is not a tidy one," states the Supreme Court in
Kowalski and reviews the judicial and legislative development
of section 119 to prove its point.

A number of cases have

also come before the courts to resolve issues raised under
section 274.
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VALUATION AND WITHHOLDING CONSIDERATIONS
Valuations of Fringe Benefits Included in Income
Throughout the Internal Revenue Code, fair market value
is used as a measure of income, except for section 79, which
prescribes the use of cost as set forth in the applicable
regulations. 79 Treasury regulations underlying these code
sections also refer to fair market value, except reg. sec.
1.61-2(d)(3), which provides that lodging is valued at fair
rental value, appropriate when title is not vested in the
employee's name.

However, the regulations do not provide

guidance pertaining to the determination of fair market
value.
Alternative Methods of Valuation
Several methods of valuation have been used in judicial
decisions and revenue rulings.

When cash payments are made

on behalf of and for the benefit of the employee, the employee
has been taxed to the extent of cash expended. These payments
80
81
have included those made for tuition,
medical expenses,
meal a l l o w a n c e s ,
social club e x p e n s e s , 8
2
8
property improve3
84
85
ments,
spouse's travel on commercial transportation,
86
and life insurance premiums.
When the case has involved the use of corporate property,
it has generally been taxed to the extent of fair rental
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value, but various other approaches have also been utilized.
Operating costs plus depreciation were added in setting
87
88
the value for the use of a recreation lodge,
a boat,
89
an automobile,
and an airplane, with full cost allocated
90
in the ratio of personal miles to total miles.
The alleged
fair rental value that would have been paid to third parties
91
92
was determined in cases involving the use of a boat,
housing,
93
94
95
an auto,
an airplane
and demonstrator automobiles.
Other methods used have included assigning cents per mile
96
for the use of an automobile,
approximation in determining
97
the personal use of a company car,
or cost to maintain
98
an airplane on standby.
Thus, there are numerous alternatives used to value
a benefit as part of taxable income.

One, which surfaced

in the Nixon report, is based on the theory of cardinal
utility, which attempts to measure personal economic benefit
99
in terms of quantifiable marginal utility,
which is unique
for every individual.

While this approach appears to be

the most fair, it is generally agreed that quantification
and administration are not possible.

Former Assistant

Secretary for Tax Policy, John Nolan, observes that, ideally
and to achieve equity through the use of an objective standard,
fair market value may provide the proper measure of income
since the "accretion of wealth is the same for all employees
regardless of the individual's marginal utility for the
particular type of economic benefit. . ."100
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a third viewpoint

is that
the amount which ideally should be included in
income of an employee receiving an economic benefit
in connection with his employment is the reduction
in cash compensation which the employee would
accept in return for receiving the benefit. . . .
This value may be considerably less than fair
market value, determined objectively in the cus
tomary manner.1
0
102
Recent SEC releases
describe several alternative
ways to value remuneration;

(1) cost to the company (unless

it is disproportionate to the amount the employee would
pay if he acquired the benefit on his own), (2) appraisals,
(3) the amount the recipient would pay to acquire the benefit,
(4) the tax valuation, or (5) another reasonable standard
justified by management.

New instruction 2(d)(i), as discussed

in Securities Act Release 33-6003, concerns the method of
valuation for personal benefits:
It requires that personal benefits be valued on
the basis of the registrant’s and subsidiaries’
aggregate actual incremental costs; however, if
such aggregate costs are significantly less than
the aggregate amounts the recipient would have
had to pay to obtain the benefit, appropriate
disclosure, including the value to the recipient,
is required in a footnote to the table.1
3
0
The SEC position is in accord with tax cases that have
accepted the employer’s cost as the best available evidence
of fair market value.

There have been constructive dividend

cases as well in which the amount of the disallowed expenses
was considered to be the amount of the taxable dividend
to an employee-stockholder. 104
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withholding and Employment Taxes on "Wages"
Wages are defined under section 3401(a) as all "remunera
tion. . .for services performed by an employee for his employer,
including the cash value of all remuneration paid in any
medium other than cash."

The regulations under this section

provide for several exceptions from "wages," including sepa
rately paid reimbursements or advances for traveling and
other ordinary and necessary expenses incurred in the employer's
business, the value of meals and lodging excludible under
section 119, and facilities or privileges— entertainment,
medical services, and courtesy discounts— furnished by the
employer that are of small value and are provided to promote
employee health, good will, contentment, or efficiency.
Employers are also required to fulfill social security,
federal unemployment tax, and railroad retirement tax pro
visions, although the applicable definitions of wages, employers,
105
and employees may vary.
A number of cases and rulings have held that the following
payments made for various purposes are "wages" and that
withholding, FICA, or FUTA therefore is applicable; free
106
vacation trips supplied to employees,
educational fund
payments for a one-week civics course attended by employees,
meal reimbursements to state police officers on regular
duty,108 settlement of a discrimination c l a i m , 1
financial
9
0
counseling fees deemed deductible under section 212,110
meals furnished free to employees to have them available
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107

111 reimbursements to federal employees
112
housing
for losses on the sale of a personal residence.
to serve customers.

that was not on the employer’s business premises and not
113
excludible under section 119,
reimbursement under the
114
overnight rules,
and unrestricted allowances which are
paid to the attending physician and medical assistants who
are members of the U.S. Navy assigned to the U.S. Capitol,
are includible in gross income and subject to withholding.
Services performed in the employ of the United States are
115 and the head of the Department of the
exempt from FUTA,
Navy is responsible for determining if the allowances are
to be subject to FICA.

116

The following cases and rulings have held against
requiring the employer to withhold tax because payments
or reimbursements were not considered "wages":

Special

gift certificates of $15 and $25 distributed at Christmas
time were of such small value that it was not worth the
117
effort to require withholding;
convention expenditures
were evaluated from employer’s viewpoint as ordinary and
necessary expenses not meant to be compensation and therefore
118
not subject to withholding;
per diem allowances were
119
not paid for services performed so withholding not required;
reimbursement of direct moving expense was made for the
company’s benefit and was not intended as wages for services
120
performed or for withholding;
meal reimbursements to
salesmen who performed no services during their lunch hours
were not wages subject to FICA, FUTA, and income tax withholding;
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121

employees on company-owned fishing boats received meals
and lodging, the value of which was subject to FICA and
122
FUTA taxes but not to income tax withholding;
protective
clothing allowances paid to coal mine employees were not
wages subject to withholding, FICA, and FUTA to the extent
123
used to purchase clothing;
and reimbursed convention
expenses were exempt since labor union members were delegates
124
rather than employees of the union.
The Central Illinois Public Service Co. Decision
The Supreme Court has recently issued a cogent opinion
in Central Illinois Public Service Co. (1978), reversing
the Seventh Circuit Court of Appeals.

The court presents

a summary of the history of the development of wage withholding
regulations, a statement of the status quo, and a firm reminder
to the government that the term wages is not synonymous
with the term "gross income," although wages are considered
income.

Income, however, includes many other items, and

the definition of wages in section 3401(a) itself excludes
certain types of remuneration to an employee.
In Central Illinois Public Service Co., meal reimburse
ments are deemed not made in payment for "services performed,"
as section 3401(a) stipulates.

The government ignores this

provision and
straightforwardly and simplistically argues that
the definition of wages corresponds to the first
category of gross income set forth in section
61(a)(1), and that the two statutes "although
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not entirely congruent (in their) relationship"
. . .have equivalent scope. . .And it urges that
what is important is that the payments at issue
were a result of the employment relationship and
were a part of the personal benefits that arose
out of that relationship.1
5
2
In discussing other issues in this case, the Supreme
Court states that "no employer, in viewing the regulation
in 1963, could reasonably suspect that a withholding obliga
tion existed."

In the legislative history of the code,

the Court perceives no congressional intent to make employers
guarantee their employees’ tax liabilities and notes that
Congress has avoided assessing withholding taxes retroactively.
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c)

M other o f s e c r e ta r y

S e c r e ta ry

Company a ir p la n e

5.

b)

I n t e r i o r d e c o ra to rs

4.

P r im a r ily p e r s o n a l usage

Em ployee d is c o u n ts

3.

a)

T r a v e l a g e n ts

2.

d is c o u n ts

A ir lin e

1.

Type o f b e n e f i t

in

t o meet a l l 3 t e s t s

F a ils

t o meet a l l 3

M eets a l l 3

F a ils

M eets a l l 3 t e s t s

M eets a l l 3 t e s t s

A ls o m eets S p e c ia l
R ule 2

The S p e c ia l R ule

Comments

N ot im m e d ia te fa m ily w h ic h in c lu d e s
o n ly th e e m p lo ye e , spouse and
d ep en de nt c h il d r e n .
I f f l i g h t is
a b u s in e s s t r i p , th e in c r e m e n ta l
c o s t fo rm u la may a p p ly .

D e d u c tib le t r a v e l expenses o f an
em ployer f o r an e m p lo y e e 's b u s in e s s
t r i p i s n o t a f r i n g e b e n e f i t , and
n o t s u b je c t to th e s e r u le s .
I f th e
t r i p was p r i m a r i l y o f a p e r s o n a l
n a tu r e , th e a llo c a t e d c o s t fo rm u la
a p p lie s .

A llo c a te d c o s t fo rm u la a p p lie s .

N ot c o n s id e re d - th e y a re u s u a lly
in d e p e n d e n t c o n t r a c t o r s .

I t i s presum ed t h a t th e f a c i l i t i e s ,
g oo ds, o r s e r v ic e s a re p ro d u c e d ,
h e ld f o r s a le , o r fu r n is h e d by th e
e m p lo ye r t o c u s to m e rs in th e n o rm a l
c o n d u c t o f tr a d e o r b u s in e s s .

N ot c o n s id e r e d s in c e a g e n ts a re
in d e p e n d e n t c o n t r a c t o r s .

A p p lie s o n ly t o e m p lo y e r's a i r l i n e .

th e 1975 D is c u s s io n D r a f t P roposed R e g u la tio n s

The G e n e ra l R ule

L is t e d

A p p lic a t io n o f Task F o rc e P ro p o s a ls t o S p e c if ic B e n e fits

A p p e n d ix B
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Supper money and n ig h t
t a x i fa r e

C h a u ffe u re d lim o u s in e

8.

9.

F ir e c h i e f ' s

12.

a u to m o b ile

A m b assa do r's a u to m o b ile
and c h a u ffe u r

11.

P a rk in g spaces

T a x i fa r e t o u n sa fe a re a

7.

10.

H it c h h ik in g f a m ily o r f r ie n d s
on a company a ir p la n e

6.

Type o f b e n e f it

t o m eet

t o m eet

t o m eet

a ll 3

a ll 3

a ll 3

F a ils

F a ils

t o meet

t o m eet

a ll 3

a ll 3

May o r may n o t meet

F a ils

F a ils

F a ils

F a i l s t o m eet a l l 3

The G e n e ra l R ule

a ll 3

N o n d is c r im in a to r y and s a fe t y o f
em ployee in v o lv e d .
N o n d is c r im in a to r y and m eets an
im p o r ta n t r e q u ire m e n t o f th e
e m p lo y e r.
Em ployee s a fe t y may
be in v o lv e d .
Depends on f a c t s and c irc u m s ta n c e s .
G overnm ent and m i l i t a r y p e rs o n n e l
s h o u ld be in c lu d e d under th e same
te s ts .
In c re m e n ta l c o s t fo rm u la
a p p lie s f o r i n c i d e n t a l p e r s o n a l u s e .
F a c ts o f each s i t u a t i o n m ust be
c o n s id e re d ;
c la s s ( e s ) o f em ployees
in v o lv e d , a d d it io n a l c o s t ( i f any)
t o th e e m p lo y e r, and e m p lo y e e 's
use o f an a u to m o b ile f o r b u s in e s s
o f th e e m p lo y e r.
Depends on f a c t s and c irc u m s ta n c e s .
G o ve rn m e n ta l p o s i t i o n s h o u ld n o t be
in f lu e n tia l fa c to r.
M ust be a v a ila b le 24 h o u rs a day an im p o r ta n t re q u ire m e n t o f th e
e m p lo y e r.
T h is r e q u ire m e n t may
o v e r r id e p e r s o n a l use c o n s id e r a tio n s .

May m eet G e n e ra l
R ule 3 and S p e c ia l
R u le s 2 o r 3
May m eet G e n e ra l
R ule 3 and S p e c ia l
R u le s 2 o r 3

May m eet G e n e ra l
R ule 2 o r 3 and
any one o f th e
t e s t s under th e
S p e c ia l R ule
May m eet G e n e ra l
R ule 3 and S p e c ia l
R ule 3
May m eet G e n e ra l
R u le s 2 o r 3 and
S p e c ia l R u le s 1
or 2

E x e c u tiv e i s on b u s in e s s t r i p .
In c re m e n ta l c o s t fo rm u la a p p lie s
t o h it c h h ik e r s .

Comments

May m eet G e n e ra l
R ule 3 and
S p e c ia l R ule 3

The S p e c ia l R ule
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T y p in g o f p e r s o n a l l e t t e r s

P r o fe s s io n a l dues

16.

17.

A m erican s t y l e
abroad

Day c a re c e n te rs f o r
e m p lo y e e s’ c h ild r e n

18.

19.

s c h o o ls

O th e r company a u to m o b ile s

15.

Company p a r t ie s

D e m o n s tra to r a u to s

14.

s a fe t y re a s o n s

L im o u s in e fo r

13.

Type o f b e n e f i t
t o meet a l l 3

F a ils

F a ils

F a ils

F a ils

F a ils

t o meet a l l 3

to m eet a l l 3

to meet a l l 3

to meet a l l 3

to meet a l l 3

May meet a l l 3 te s t s

F a ils

The G e n e ra l R ule

May be n o n ta x a b le , d ep en din g on f a c t s
and c ir c u m s ta n c e s .
T a x a b le :
1.
I f p r im a r y use i s b u s in e s s r e l a t e d , p e r s o n a l use i s ta x e d
on in c r e m e n ta l c o s t fo r m u la .
2.
I f p r im a r y use i s n o t j o b r e l a t e d , p e r s o n a l use s h o u ld
be ta x e d on a llo c a t e d c o s t
fo r m u la .

May meet G e n e ra l
R u le s 1 o r 3 and
S p e c ia l R ule 2

May be u n d e rta k e n on a n o n d is c r im 
in a t o r y b a s is and m eet an im p o r ta n t
re q u ire m e n t o f th e e m p lo y e r.
T a x a b i l i t y i s c o v e re d by th e F o re ig n
Earned Incom e A c t o f 1978, P .L .
9 5 -6 1 5 .

May m eet G e n e ra l
R u le 3 and S p e c ia l
R ule 2
May meet G e n e ra l
R u le 3 and
S p e c ia l R ule 2

P r im a r ily a p e r s o n a l ite m r a th e r
th a n a re q u ire m e n t o f th e e m p lo y e r.
To th e e x te n t in c lu d e d in incom e,
th e em ployee may be e l i g i b l e t o
c la im a llo w a b le under s e c . 44A.

May be u n d e rta k e n on a n o n d is c r im 
in a t o r y b a s is and m eet an im p o r ta n t
re q u ire m e n t o f th e e m p lo y e r.

May meet G e n e ra l
R u le 3 and S p e c ia l
R u le 2

T a x a b le .

I f p rim a r y use i s b u s in e s s - r e la t e d ,
p e r s o n a l use s h o u ld be ta x e d on
in c r e m e n ta l c o s t fo rm u la .

P r o t e c t io n a g a in s t r i s k a r i s i n g
because o f em ploym ent r e l a t io n s h i p
p e r m its n o n t a x a b i l i t y .
In c r e m e n ta l
c o s t fo rm u la a p p lie s f o r p e r s o n a l u s e .

Comments

May m eet G e n e ra l
R u le 3 and S p e c ia l
R u le 3

The S p e c ia l R ule

-8 2 -

M 052607
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3.

th e m a r g in a l c o s t o r th e a d d it io n a l c o s t to th e e m p lo ye r o f f u r n is h in g

th e

In a p p ly in g th e a llo c a t e d o r in c r e m e n ta l c o s t fo rm u la s , th e b e n e f i t may come under th e de m in im is r u le s .

Depends on f a c t s and c irc u m s ta n c e s .
I f em ployee pays c o s t , th e n no
t a x a t io n r e s u l t s .
I f m eals a re
p ro v id e d below c o s t o r f o r fr e e and
S e c tio n 119 re q u ire m e n ts a re n o t
s a t i s f i e d , th e n ta x a b le income may
r e s u lt .

S u b s t a n t ia l c o s t i s in v o lv e d , b u t
an im p o r ta n t r e q u ire m e n t o f th e
em p lo ye r may be met in b u s in e s s
e n t e r t a i n in g .

3.

May meet G e n e ra l
R u le 2 o r 3 and
any one o f th e
t e s t s under th e
S p e c ia l R ule

May meet G e n e ra l
R ule 3 and
S p e c ia l R ule 2

In c re m e n ta l c o s t fo rm u la i s
b e n e f it to th e em ployee.

to meet a l l 3

t o meet a l l 3

S im ila r to o th e r em ployee d is c o u n ts .
I t m ust be a p p lic a b le o n ly to
s c h o o l where p a r e n t i s em ployed.

Comments

2.

F a ils

F a ils

a l l 3 te s ts

The S p e c ia l R ule

A llo c a te d c o s t fo rm u la in c lu d e s a p r o p o r t io n a t e p a r t o f f ix e d c o s ts , such as d e p r e c ia tio n and in s u ra n c e .
The em ployee i s ta x e d a t th e lo w e r o f th e a llo c a t e d c o s t o r th e amount th e em ployee w ould have t o pay
on an a r m 's - le n g th b a s is .

rooms

M eets

The G e n e ra l R ule

1.

N o te s :

E x e c u tiv e d in in g

2.

s u b s id y

T u it io n

1.

Type o f b e n e f i t

O th e r F rin g e B e n e fits

